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THE USE OF RESERVES TO EQUALIZE 
CORPORATE INCOME 
by ERNEST A. CARLSON, 
Assistant Controller, Johnson & Johnson, 
New Brunswick, N. J. 
Sane USE of reserves to equalize income is a practice that is 
condemned by all accountants as one which, if followed gen- 
erally, would destroy the value of the income statement and dis- 
credit the accountant’s report. Accounting Research Bulletin No. 
13 specifically states that it is not permissible to create reserves for 
the purpose of equalizing reported income. Wartime conditions 
created a number of problems which had the effect of emphasizing 
the tentative nature of annual reporting. However, the period 
after reconversion has witnessed an abnormal number of reserve 
provisions which confirm the general opinion that business involves 
the taking of calculated risks. Whether the effect of such risks 
should be minimized and equalized through the creation of income 
reserves is the broad problem covered in this article. 


Effect of War on Accounting for Income 
Wartime conditions created a number of special financial prob- 
lems which made it difficult to arrive at a stated amount of net in- 
come as a final, conclusive result and accountants generally empha- 
sized the limitations of the annual financial statements. The nature 
of some of the special financial problems may be indicated from the 
following list : 
1. Amortization of facilities acquired under certificates of 
necessity. 
2. Abnormal use of other facilities. 
3. Effect of renegotiation. 
4. Computation of liability for income and excess profits 
taxes. 
5. Effect of the Salary and Wage Stabilization Act. 
6. Postwar costs and losses attributed to wartime income. 


Except for the last named, the problems were measurable Oo 
provisions for their effect were recognized where applicable. In 
some cases, estimates had to be used but the calculations could be 
reduced to an established formula. 

The determination of the effect of postwar costs and losses was 
another problem in itself and the methods of computation of their 
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effect were recognized as rather arbitrary. While this article is not 
primarily concerned with wartime reserves, it may be desirable to 
review some of the bases followed in determining such reserves. 


The amount of the annual provision was equal to the 
amount of the postwar refund of excess profits taxes. 
The advantage of this method was the ease of computa- 
tion. The method was used by many companies, con- 
firmed by their accountants, who probably realized the 
futility of making a more exact estimate and who felt 
that some provision was desirable. 

The amount of the annual provision was related to the 
amount of net income after taxes. If the net income was 
high, the provision was generous ; if net income was low, 
the provision was reduced or no provision was made. The 
writer does not know of any provisions for postwar costs 
created out of net losses, although such costs undoubtedly 
existed in companies operating at a loss as weil as those 
operating at a profit. 

Some companies made a real effort to arrive at a reason- 
able provision. Engineering studies were made of the 
cost of rearrangement and reconversion of facilities to 
peacetime production ; anticipated inventory losses were 
calculated on the basis of the reduction of inventories to 
prewar price levels ; separation allowances were computed 
and clean-up costs were listed and estimated. Despite the 
exactness to which such methods were applied, the final 
result was still subject to such questions as whether or 
not the provision should be gross or net of anticipated 
tax savings in the year in which the cost would be in- 
curred, and the amount of available net income and post- 
war refund credit. 


In general, the accounting for special reserves arising out of the 
war followed the traditional conservative policies of management 
and professional accountants. The creation of such reserves be- 
came a fashion and companies with no special wartime problems 
were urged to set up reserves. That the amounts provided were 
often unnecessary and generally excessive may be confirmed by a 
review of 1945 and 1946 annual reports of representative compa- 

nies. In some cases, the entire amount of wartime reserves was 
: restored to earned surplus. In many others, the reconversion costs 
were nominal in amount in relation to the reserves provided and 
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the major portion of the reserve was restored to earned surplus or 
retained as a general contingency reserve. 


Postwar Use of Reserves 

The termination of the war did not see an end to an accounting 
practice which originated with the war. In 1946, the elimination 
of excess profits taxes, high industrial activity (particularly in con- 
sumer products), and rising sales prices resulted in abnormal earn- 
ings in many industries. For several years, corporate manage- 
ments had been encouraged to set aside out of annual income ar- 
bitrary provisions for postwar contingencies and it was a simple 
matter to justify the reduction of realized income in 1946 for such 
future. hazards as inventory price declines, loss on foreign invest- 
ments, property obsolescence, and contingencies (for hazards in- 
cluding those specifically enumerated or for unexplained reasons). 


Inventory Price Declines 


Provisions for possible losses arising from a decline in prices 
were the most common of 1946 reserves. Such provisions were in 
recognition of the fact that a large part of the abnormal income in 
1946 arose from the liquidation of inventories at rising sales prices 
in advance of their replacement at higher costs. The result was 
that substantial amounts of profits were required to be reinvested 
in inventory values without increasing inventory quantities. The 
provisions were not in recognition of any loss in liquidation of the 
year-end inventories, most of which had been sold at prices yielding 
a normal profit or better before the issuance of the annual financial 
statements. The provisions for reserves were set aside in anticipa- 
tion of the inevitable change in the price level. Fluctuations in 
prices have been generally recognized as a normal risk of business. 
The provisions for reserves for price declines are, therefore, for 
the purpose of equalizing the effect of this normal risk. If this 
philosophy were carried to its extreme, we would eventually see a 
published income statement reflecting, as a final amount, the ad- 
justment of actual income to “budget,” “standard,” or “normal” 

One reason advanced for the provision for price decline as a 
proper charge to income is the recognition of the principle.of last- 
in, first-out to inventories priced under the first-in, first-out meth- 
od. It is true that if a company had priced its inventories at the 
end of 1946 on the last-in, first-out method, the effect of rising 
replacement costs would have been reduced. In my opinion, that 
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in itself is not a bona fide reason for applying the method without 
formal adoption. If the company now wishes to adopt the last-in, 
first-out method, the facts should be disclosed and the lack of 
consistency and the effect thereof clearly indicated by the company 
and in the accountant’s report. Also, under this method, there is 
no need for a reserve as the inventory valuation would be deter- 
mined directly by applying a different pricing principle. 


Foreign Investments and Obsolescence 

The reserves provided for losses on foreign investments are 
created for possible future losses and do not refer to actual 
realized losses. Such reserves are not related to the income of the 
year in which they are established. 

The reserves for property obsolescence are probably created in 
recognition of the technological advances made in manufacturing 
processes during the war. It is difficult, however, to justify the 
creation of such reserves when a company has a substantial invest- 
ment in fully amortized facilities acquired under certificates of 
necessity. If abnormal obsolescence is recognized in the other 
facilities, it seems reasonable to expect a restatement of values of 
fully amortized emergency facilities. 


Treatment of Provisions for Reserves in 1946 Reports 

A review of the published annual reports for 1946 of sixty-one 
nationally known industrial corporations, selected at random, indi- 
cates that eighteen companies provided reserves out of income or 
surplus in 1946. The industry classifications of the companies 
whose reports were reviewed and the number providing reserves 
are summarized as follows: 


Number of companies 
Provided 
Industry Total reserves 
Building supplies .........-.++++++++++ 6 
SE, aivcoss ¢bsccisnbietanbukes 2 
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The provisions seem to follow an industry pattern which, in 
1946, was clearly in the consumer products lines and hardly at all 
in the heavy industries. This may be explained in two ways; first, 
consumer products industries had increased inventories much more 
rapidly than the heavy industries and the channels of distribution 
were beginning to fill up; second, in general, heavy industry did 
not make abnormal profits in 1946. 

The eighteen companies provided twenty-four reserves in 1946 
aggregating $78,000,000. The number of provisions and the 
amount provided are shown by classifications of reserves in the 
following schedule : 


Amount 

Number of provided 

Classification of reserves provisions in 1946 
Future inventory price decline... 11 $45,000,000 
Loss on foreign investments .... 4 7,000,000 
Property obsolescence .......... 2 10,000,000 
Contingencies ...............: 3 11,000,000 
Miscellaneous ..............0-. 4 5,000,000 
24 $78,000,000 





In making the above summary, the writer has been guided by 
the explanations of the reserve provisions contained in the annual 
reports. For example, several provisions for contingencies were 
indicated as being set aside primarily for future inventory losses 
and they have been classified as such in the above schedule. The 
remaining provisions for contingencies were either not explained 
in the text of the report or the explanations were so vague and 
general that no more specific classification could be made. 

How were the provisions for reserves reflected in the financial 
statements ? Of the eighteen companies creating reserves, two com- 
panies provided three reserves out of earned surplus; the balance 
of twenty-one reserves was provided in the income statements as 
follows : 

SCM n 0. un 005 nce eh 4ianbunkencicchidnna > 3 
OO OT 6 
As a separate item after provision for taxes on income 12 


In view of the fact that provisions for inventory price declines 
accounted for a major part of the number as well as amount of re- 
serves created, it is interesting to compare the amount of the pro- 
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visions with the amount of year-end inventories and with the in- 
crease in inventories. Such a comparison by individual companies 
is shown below: 
Per cent 
of 1946 
Per cent ist 


provision 
of provi- Increase to in- 


sion to in 1946 crease in 
invento- invento- = invento- 
Co. ‘ year ries ries ries 
87% $26,167,000 19.1% 
14.1 7,538,000 46.4 


ar ,000 39.1 


1 
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5 80,027 . 14,519,000 
6 ; 18,570,000 
: 16,363,000 . 333,000 
9 
0 
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20,158,000 
131069000 —«73——«35459,000 
4,000,000 41,322,000 12,873,000 
{9} Portion not on last-in, potent basis. 
b) Not readily determinabl 
_ It is difficult to arrive at any pattern for the basis used in set- 
ting aside the reserved provisions, other than the wartime policy 
of setting aside arbitrary amounts. Annual reports do not indicate 
whether the provisions are made net of the estimated tax reduction 
recognizable in the event of actual loss. One company provided 
for an inventory price decline or other contingencies in an amount 
equal to the amount of carry-back claim for refund of excess 
profits taxes. That is somewhat like mixing apples with corn. 
The only distinguishable measure of what appears to be purely 
arbitrary provision is the amount of net income in relation to that 
reported for the prior year. 
Effect of Reserve Provisions on Net Income 
The Institute Committee on Accounting Procedure has empha- 
sized the danger of attaching undue importance to a single figure 
designated as “net income per share,” but whether we accountants 
like it or not, such a single figure has received wide acceptance by 
the public, by investors, and by security analysts as a measure of 
corporate earnings. It is of some interest, therefore, to compare 
the net income per share reported by the sixteen companies that 
provided reserves out of income, with that earned before deducting 
such reserve provisions. The table at the top of page 9 summarizes 
the effect of the reserve provisions on the amount of net income 
per share: 
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‘ 2.37 
Reported its net income prior 
to provision for reserve. 


Public Opinion of Corporate Reports 


A recent survey by Opinion Research Corporation revealed that 
half of the people in the United States do not trust financial state- 
ments made by business, 45 per cent of the persons questioned 
thought that most companies made more than they reported, while 
41 per cent do not understand the term “Reserve for Contingen- 
cies.” The foregoing opinions are included in a report published 
by Controllership Foundation, Inc. which sponsored the survey. 

It is a shock to learn that half of the people in this country do 
not trust financial statements issued by business, most of which are 
accompanied by accountants’ certificates. The same reports, em- 
bellished with considerably more detail, are submitted to the Se- 
curities and Exchange Commission and are accepted by the Com- 
mission as representing reasonable statements of financial condi- 
tion and results of financial operation. 

Arbitrary provisions for estimated future declines in income 
must contribute greatly to the lack of public confidence in the re- 
ported results. No wonder that 41 per cent of the persons ques- 
tioned do not understand the term “Reserve for Contingencies.” 
The various pauses in the income statement for classifications of 
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“Net Income Before Taxes” and “Net Income Before Extraor- 
dinary Provisions” also leave doubts in the reader’s mind as to just 
what figure represents the net income for the year. 

If provisions for estimated future losses are considered desir- 
able and necessary as a matter of corporate prudence, the writer 
submits that they should be created by charges to earned surplus. 
In the year in which the actual losses occur, the amounts of such 
losses should be reflected in the income statement with a corre- 
sponding credit to earned surplus representing the reduction in the 
reserve previously provided. In this manner, the income statement 
will reflect the over-all income picture and the annual amount of 
reported income will be more closely related to taxable income and 
the amount provided for taxes on income. Any other treatment 
requires lengthy footnotes and explanations and a possible segre- 
gation of the income tax provision between that pertaining to nor- 
mal income and that applicable to the abnormal loss, all of which 
adds to the confusion of the ordinary reader. 


Professional O pinion of Reserves 


The accounting profession is well aware of the inconsistencies 
in accounting for reserve provisions. Recent articles and editorials 
in the Journal of Accountancy have called attention to the treat- 
ment of inventory reserves and contingency reserves. The follow- 
ing comments by Carman G. Blough, Director of Research of the 
American Institute of Accountants, in the March 1947 issue of 
the Journal, are particularly pertinent to this discussion : 


“Proposals are made from time to time that contingency 
reserves or reserves for future possible inventory losses be set 
up by charges to income during periods of rising prices and 
substantial profits. This procedure would have the effect of 
reducing profits in the period in which the reserves are created 
and, presumably, of reducing losses or increasing profits in the 
period in which they are used. The preponderance of ac- 
counting thought is opposed to this procedure because the 
charges made to the reserves are not attributable to the year 
the reserve is provided, the amounts selected are not subject 
to any reasonable objective tests, and the whole matter has the 
general effect of equalizing profits. Furthermore, the prac- 
tice is inconsistent from year to year and results in a figure of 
net income which is not significant. 
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“If it is thought necessary to reflect in the accounts the 
amounts of profits that are to be withheld from stockholders 
for this purpose, they should be treated as appropriations of 
income or surplus and not as costs or expenses entering into 
the determination of net income.” 


An editorial in the May 1947 issue of the Journal refers to the 
opposing positions of accountants concerning the reporting of in- 
come of companies on the first-in, first-out method, whereby such 
companies may, through the use of reserves, report income on sub- 
stantially the same basis as companies who price their inventories 
on the last-in, first-out method. The editorial indicates that the 
Institute Committee on Accounting Procedure is studying the prob- 
lem of reserves and may soon issue a bulletin on the subject. 

The committee has a great opportunity to clarify the confused 
thinking which has arisen out of wartime accounting practices. 
The pronouncement of .the committee on the subject of reserve 
accounting can do much to clarify corporate reporting of net in- 
come and thereby restore public confidence in corporate state- 
ments and in Accountant’s Certificates. 





Subsequent to the preparation of this article and prior to its re- 
lease, the Committee on Accounting Procedure of the American 
Institute of Accountants issued Bulletin No. 28 on the subject of 
“Accounting Treatment of General Purpose Contingency Re- 
serves.” The committee recommends that provisions for general 
contingency reserves should not be included as charges in deter- 
mining net income and that such reserves should be created prefer- 
ably from surplus or from an appropriation of net income. (The 
latter method stated to be the less desirable). The committee rec- 
ommends that if the reserve is created by an appropriation of net 
income, the amount of net income should first be determined and 
so labeled, after which the reserve provision should be deducted 
and clearly designated as an appropriation of net income. 

The issuance of the bulletin is a step forward in the clearer 
presentation and reporting of net income and the committee de- 
serves the praise of every accountant for clarifying a provocative 
problem. 

Without minimizing the efforts of the committee, the writer 
wishes to point out two factors that may continue to plague the 
profession in its treatment of reserves. He cannot help but 
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agree with the three members of the committee who assented to 






































the bulletin but disapproved the recommendation that reserves may 
be shown as appropriations of net income. The inclusion of re- 
serve provisions in the income statement is confusing to the reader, 
regardless of how clearly it is labeled. Too many readers refer to 
the last amount shown at the bottom of the income statment and _ 
assume that it represents the net income for the year. The fact i 
that the final amount may be labeled “Balance of Net Income 
Transferred to Surplus” means nothing to many readers. hi 
The second factor is somewhat more disquieting as it appears d 
to leave open the question of reserves for further inventory price Ii 
declines. The bulletin considers general contingency reserves 81 
which are defined as those created : . 
(a) for general undetermined contingencies, or - 
(b) for a wide variety of indefinite possible future losses or de 
(c) without any specific purpose reasonably related to the op- m: 
erations for the current period, or ag 
(d) in amounts not determined on the basis of any reasonable fu 
estimates of costs or losses. a 
r 
Several of the above, and especially definition (b) appear to of 
cover reserves for inventory price declines. However, the intro- 7 
duction of the bulletin refers to the fact that the committee has ma 
left for future consideration and possible definitive treatment les, 
many aspects of reserves, including inventory reserves. ph: 
tod 
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METHODS OF DISTRIBUTION COST ANALYSIS 


by HERMAN |. ARENSON, 


Instructor in Accounting, University of Colorado, 
Boulder, Colo. 


_ techniques of mass production, upon which our enormous 

productive capacity is based, could never have been developed 
had not accountants and industrial engineers devised a means for 
determining and controlling the cost of production and distribution. 
In industrial productive work cost accounting has become an inte- 
gral part of the managerial process without which no production 
manager would even begin to operate. But in the field of distri- 
bution, how many executives find cost accountants at their right 
hand to guide their programs, to give scientific foundation for their 
decisions? The vice president in charge of sales, the general sales 
manager, the district sales manager, and the supervising sales man- 
ager must all perform, with few exceptions, their managerial 
function by “rule of thumb,” by “instinct,” by generalized experi- 
ence unscientifically analyzed, and by “intuitive” judgment of the 
relations between what a distribution function costs and the results 
of that function. 

In our present stage of industrial development, what production 
manager would attempt to begin production of any commodity un- 
less he knew, with some reasonable degree of certainty, what each 
phase of the productive process represented in terms of cost? Yet 
today, in spite of our very great achievements in scientific man- 
agement, sales executives do not hesitate to plan a sales program 
and permit production to proceed. on the basis of such plans, even 
thongh they do not know how much it will cost to distribute the 
goods they will sell—the cost per customer, the cost per unit of 
product, or the cost to bill, pack, handle, deliver, and collect for 
each item of each class sold, through each channel of distribution, 
in each territory, for each unit of sale, etc. Is it any wonder that 
the Twentieth Century Fund has reported that fifty-nine cents of 
each dollar paid for goods goes for the process of distribution ?* 

In 1921, the total manufacturing cost of a chair has been re- 
ported as amounting to $4.54. In 1941, twenty years later, the 
total manufacturing cost of that same chair, in spite of increased 





_ Distribution Cost Too Much?, Twentieth Century Fund, 1939, 
p. 119, 
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labor costs, was $3.07, a decrease of 33 per cent. And yet, the 
consulting engineers who pointed out these facts noted that, “the 
consumer paid approximately $15.00 for this chair in 1921 and 
from $14.00 to $15.00 in 1941.” These engineers concluded that, 
“it obviously is futile for the scientific production man to save at 
the spigot, if rule-of-thumb distribution methods are going to 
waste at the bung.”’* 


Nature of Problem 


Discussion has been going on for about twenty years on the 
subject of distribution costs and, though the subject has been ap- 
proached from many angles, almost any approach to the application 
of distribution costs is still a new one. The trouble is that, like the 
weather, every one talks about it, but comparatively little has been 
done about it. The time has come to start worrying about distri- 
bution costs and as our concern reflects itself in our work, methods 
of distribution cost analysis will follow as certainly as did methods 
of production cost accounting when accountants began trying to 
do something about that. The reader may well ask at this point 
whether, in view of the complexity of distribution costs, it is pos- 
sible to analyze the costs connected with them without a tremen- 
dous amount of expensive work which would be impossible to sell 
to our executives. There is a practical answer to this question. 
Thus, Prof. H. F. Taggart points out with respect to distribution 
cost analysis, 

“One of the things often overlooked in connection with 
cost analysis and budgetary procedures of this sort is that 
they do not have to be either complete or highly refined to ac- 
complish a great deal of good. A small start can be made 
with very rough data and the scheme gradually improved and 
expanded until! it reaches the point at which further refinement 
would not be reflected in enough improvement in manage- 
ment to repay the cost. Often there is hesitation in embarking 
on a program of this character because of a mistaken impres- 
sion of the magnitude of the job, the complications of the pro- 
cedure, and the increased statistical and accounting cost. To 
begin with, however, only one or a very few functions may be 
isolated, and the experiment can be carried only as far as it 
proves itself desirable. Or attention may first be concentrated 

* Scientific Methods of Distribution, F. B. Turck and W. E. Hill, Me- 
chanical Engineering, March 1944, p. 183. 
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on delivery, say, and then transferred to receiving or order 
taking or clerical techniques or wherever there seems to be a 
possibility of improvement. It is important that changes and 
reforms in any of these activities be not instituted without 
some study of the probable effects on costs.”’* 


The question then resolves itself into just how we ought to be- 
gin. Because it may help to find the answer to that question, some 
fundamental approaches and methods in the analysis of distribu- 
tion costs will be reviewed briefly. 


Methods of Analysis 

Distribution costs may be determined, as in the case of produc- 
tion costs, by being tied to the general ledger. Naturally, a method 
of analyzing distribution costs that will be a part of, and controlled 
by, the general double entry accounting system, is theoretically the 
most satisfactory. But it is not absolutely necessary and in fact 
until systems of distribution cost analysis have been developed to 
their fullest degree, the statistical approach to the analysis of distri- 
bution costs is not only satisfactory, it is the most practicable. 

At the present stage of development of the problem of account- 
ing for distribution costs, there are three fundamental methods of 
analysis. Practical procedures can and have been developed em- 
ploying combinations of each of the methods and, in fact, they are 
all very much interrelated. The three methods are :** 


1. Analysis by nature or object of expense. 
2. Functional analysis. 
3. Analysis by manner. of application. 


Analysis by Nature of Expense 

The first method, analysis by nature or object of expense, is 
nothing more than the usual method of recording in our general 
books, of the various business transactions involving expenditures 
for operating costs. If an expenditure is made for salesmen’s sal- 


-aries, that fact is recorded, not as a selling expense, but as a sales- 


man’s salary expense. Thus by our general accounting methods an 





* Distribution Cost Accounting for Wholesaling, H. F. Taggart, U. S. 


bee of Commerce, Bureau of Foreign and Domestic Commerce, 
p. 12. 


ee armas pad Costeel of Eiuiaton Saat, 5. Brooks Heckert. 
The Ronald Press, 1940, p. 19. 
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effort is made to analyze the distribution costs through their seg- 
regation by nature or object. 

Utilization of this method proceeds from the simplest observa- 
tion that “our so-and-so expense is so much, that’s quite a bit i isn’ t 
it?” to comparisons with previous years’ similar expenses, exami 
nation of the cost as a percentage of sales, comparison of the per- 
centage of sales for the current period with that of past periods or 
estimated standard percentages as determined by trade associations, 
or to “averages” of the individual business or group of business. 

For small businesses, analyzing distribution costs by nature of 
expense is usually the only practicable method. For larger busi- 
nesses, its use depends upon the practical limitations of more ade- 
quate methods of analysis and as a part of those methods. The 
chief and most serious fault of this method is that it gives a pic- 
ture of the business as a whole. It tells nothing of the individual 
functions, and it lacks satisfactory objective standards or criteria 
from which dependable judgments can be reached. It helps, for 
example, to know that deliverymen’s wages are up two per cent 
since last year. It helps, that is, if we know why it went up and 
to what extent the increase is a good or bad thing. The use of an 
analysis of distribution costs by nature of expense depends, in too 
great degree, on the intuitive understanding of management, rather 
than on any scientific exploration of cause and effect. 

Functional Analysis 

The second method of analyzing distribution costs is by oper- 
ating function rather than by the object of the expenditure. This 
method has proved to be the most useful approach to the determi- 
nation and control of distribution costs because it rationalizes the 
purpose of, and the responsibility for, the costs so analyzed. It is, 
at the same time, the more difficult, but not to such a degree as to 
be impractical. 

This method consists of a study of expenses in terms of the 
functions which they perform, or the responsibility of those 
charged with the carrying on of the business. Every expense has 
a purpose. The purpose of some expenses is specific, of others 
mixed. But all expenses are made because one or more functions 
must be facilitated in order to distribute the products of the com- 
pany. “A marketing function,” has been defined by Donald R. 
Longman, as “an activity that is performed by a distributor because 
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it is individually necessary to business operations under the existing 
policies (not merely incidental to the performance of other activ- 
ities) and which encompasses details of work of the same general 
kind.”* 

Some of the broader functions of distribution are direct selling, 
advertising and sales promotion, transportation, warehousing and 
handling, credit and collections, and financing. Functions can be 
classified in many ways, depending on the type of business and 
sometimes the type of organization of a business. Functions can be 
broad or narrow. if the former, few functions will be analyzed, 
while if the later, many functions will be examined and studied. 
Also, many subfunctions can be set up within any broad functional 
activity. Naturally, the greater the breakdown of the whole func- 
tion of distribution into smaller and still smaller functions, the 
greater the degree of control and the greater the amount of valu- 
able information that will be obtained. The point to which the 
subfunctioning of distribution for the purpose of analysis should 
be carried depends on (1) the need for the information, (2) the 
cost of obtaining the information, and (3) the question of whether 
the cost is justified in the light of the need. 

The establishment of functions and the allocation of expenses to 
them does not in itself give all the necessary information for an- 
alysis. Measuring units for the functional services should be 
determined and the statistical data obtained from the functional 
classification be expressed in terms of these functional units. Thus, 
for the function of transportation, the measuring unit might well 
be the truck-hour, a weight unit, or an invoice line. For the func- 
tion of direct selling, the measuring unit might be salesman-call, 
salesman-hour, etc. The selection of the measuring unit depends 
on the type of function, the type of products handled, and similar 
factors, and should be arrived at for each individual business and 
function after sufficient thought is given to all the factors so that 
the unit will be the most representative possible. Many functions 
do not lend themselves too well to the selection of measuring units. 
When such is the case the most practicable unit, that most nearly 
reflects the function, must then, of course, be used. Some unit can 
be found for every function, though not all units will prove to be 
as clearly indicative of the measure of the activity. 





* Distribution Cost Analysis, Donald R. Longman. Harper & Bros., 1941, 
pp. 42-43. 



















































Steps in Functional Analysis 

Somewhat in the manner of process cost accounting, the total 
functional costs are divided by the functional units performed, to 
arrive at the functional cost per unit. This significant figure then 
becomes the focal point of analysis from which further analyses 
can be made. Direct control of the distribution costs is obtained 
by comparing actual functional unit costs with standard functional 
unit costs and budgeted unit costs. The procedure in making a 
functional analysis of distribution costs may be outlined as follows : 


I, 
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Subdivide the distributional activity into distinct functions 
or activities. These functions or activities should be 
homogeneous within themselves and should be of a type 
that can be related to specific items of cost. Further than 
that, functional analysis must, in some more or less direct 
manner, be related to responsibility for the specific func- 
tions. From this point of view, a function can be recog- 
nized from the homogeneous nature of certain expenses 
to the extent that they are directly related to the respon- 
sibility of a single executive. This is the primary purpose 
of functional classification of distribution costs. 

All distribution expenses should be segregated and clas- 
sified in terms of the functional activity. This should be 
done from the point of view of responsibility for the ex- 
pense. If an expense, whatever its nature, is caused by 
the need to perform a certain function, then it should be 
so classified. The basis of the classification should be the 
functional responsibility and not the nature of the ex~- 


pense. 
Those distribution expenses which can be directly related 
to a function should be applied directly to its proper clas- 
sification. 

Those distribution expenses which are not susceptible of 
direct application to functions must be allocated on some 
rational or, if necessary, some arbitrary basis. This step 
should be undertaken with great care and, under some 
circumstances, might be best eliminated entirely, permit- 
ting only the direct functional costs to enter into the 
analysis. 

Establish units of measurement for each function. While 
some units may be relatively simple of establishment, 
others will prove more difficult. 
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6. Divide the total cost of the functional operation by the 
number of the functional units involved. This will give 
the unit cost of the function. 

7. lf standard and budgeted unit costs have been determined, 
the actual unit costs may then be compared with them for 
analysis and the placing of responsibility. 

8. If the analysis is to be extended to classes of customers, 

territory, etc., the number of units applied to the particu- . 

lar analysis can be multiplied by the unit cost of a func- 

tion to arrive at the functional cost of that particular 
phase of distributional activity. 


Manner of Application 

The third method of distribution analysis is by manner of appli- 
cation. This method of analysis is an extension of functional an- 
alysis, whereby the distribution effort, rather than the distribution 
function is evaluated from the cost figures. 

Functional analysis provides data which reveal the extent and 
nature of the cost of the recognizable functions in the distribu- 
tion effort. Analyzing distribution costs from the point of view 
of the manner of distribution effort gives information which will 
aid in the direction of that effort. In this way, marketing and 
price policies can be intelligently formed in order to insure greater 
profitability and efficiency. The demands of governments with re- 
spect to price policies and practices, such as are involved in the 
Robinson-Patman Act, can be satisfactorily met only through 
distribution cost analysis obtained from the point of view of man- 
ner of application. 

The various types of distributional efforts existing within a 
business form the bases for the analysis by manner of application. 
In some instances it is not practicable to analyze every manner of 
applying the distribution effort. In others, while it is desirable to 
analyze each type, the cost of so complete an analysis cannot be 
adequately borne. Just what type or types should be analyzed de- 
pends, of course, on the degree of need for the information and 
the cost of providing the information. 


Types of Distribution Effort 
Here are some of the most frequently needed analyses of the 
distribution effort :* 


* The Analysis and Control of Distribution Cost, J. Brooks Heckert. The 
Ronald Press, 1941, pp. 24-25. 
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. By territories, ic., districts, branch areas, salesmen’s 
territories, trade centers, states, cities, etc. 

2. By commodities, including individual commodities, related 
groups of commodities, etc 

3. By channels of distribution, such as wholesalers, re- 
tailers, ultimate consumers, etc. 

4. By methods of sale, ¢.g., salesmen, telephone calls, mail 
order, company stores, etc. 

5. By size of orders; this involves classification of orders 
by billing, money size, and the application of costs for 
securing, handling, etc. of orders. 

6. By classes of customers—purchasers of small orders, 
large orders, etc. 

7. By operating divisions—branches, departments, stores, 
locations, etc. 

8. By salesmen—cost applied to individual or groups of 
salesmen. 

9. By physical size of orders—number of units, case lots, 
less than case lots, carloads, less than carloads, etc. 

10. By methods of delivery—over the counter, delivery on 
request, store-door delivery, peddier trucks, etc. 

11. By terms of sale—cash, short term credit, long term 
credit, etc. 


Selection of Distribution Effort 

The first step in the analysis of distribution costs by manner of 
application is the selection of the phase or phases of the distribu- 
tion effort whose analysis is useful to management. The types of 
analyses to be made will depend on the specific nature of the busi- 
ness involved and the relative applicability of the distribution cost 
elements. The number or extent of the various analyses by manner 
of application will depend on the need for the information and 
the cost of obtaining it. Some of the analysis will be made continu- 
ously, while others, such as the analysis by channels of distribu- 
tion, need only be made once a year, or periodically. In some in- 
stances cross-analyses will be found desirable, as for instance an 
analysis of sales and costs by territories may be further broken 
down by commodities or customers. 

The specific purposes of the various analyses by manner of ap- 
piication might be better understood through a few illustrations. 
Thus the purposes of analyzing costs by territories include: 
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1. Net profit for different territories may be different even 
though gross profit is the same.. 

2. Separate control may be desirable for the costs of each 
territory because of the necessity of using different stand- 
ards for each. 

3. Disclosures of unprofitable areas or the disclosure of 
profitable methods of developing sales in other territories 
can be used to direct the distribution effort. 

4. To provide basic information. within each territory in 
order to further analyze the functions within them. 


Some purposes of analyzing distribution costs by commodities 
are: 


1. To combine with market research in determining what 
goods to sell. 

2. To keep under constant watch those commodities sold at 
a loss which cannot be discontinued and to minimize the 
necessary losses. 

3. To continually provide information that will give bases 
for changes in the handling of commodities in order to 
control costs. 

4. To assist in the process of price setting. 

5. To comply with the Robinson-Patman Act. 


Results from analyses by manner of application are generally 
only accurate where the figures are easily secured and simple of 
application. Since this is not always the case, “judgment and com- 
mon sense must be employed to strike a proper balance between 
accuracy of results and the cost of securing the data and the 
complexity of application.”* Where costs of distribution are large 
in amount, greater justification exists for the cost of analyses. In 
such cases great pains must be taken to make the results as ac- 
curate and dependable as possible. 


Directness of Costs 

The second step in the analysis by manner of application is to 
classify the individual cost items in accordance with the direct- 
ness of relationship of the cost to the particular analysis. Such a 
classification would result in a segregation of the costs by their 
direct, semidirect or indirect nature. For example, some costs 


* Accountants’ Handbook, W. A. Paton, Ed. p, 27. 
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are incurred specifically for the territory, class of customer, and 
so forth, and may be considered as direct costs. An example of a 
direct cost is the compensation of a salesman working within 
one particular territory. This cost becomes a direct charge to that 
territory. 

Other costs, while not directly incurred for a specific part of 
the object of analysis, are nevertheless, jointly incurred for all 
the elements of the object and can reasonably be apportioned be- 
tween them. Such costs would be semidirect costs. The cost of 
packing, for example, may be distributed between territories (or 
other bases of analyses) in proportion to the physical volume 
handled for each specific territory, etc. The cost of packing, while 
not a direct cost of a particular territory (or other object of 
analysis), is nevertheless incurred for each one and a means of 
allocation usually can be found. 

There are still other costs which are neither direct nor semi- 
direct, such as salaries of general sales executives, institutional 
advertising, etc. These costs being indirect in nature must gen- 
erally be allocated on an arbitrary basis. Under certain conditions, 
it may be advisable to limit the analysis to only the direct and . 
semidirect costs, with the indirect costs remaining a residual group 
with adequate disclosure on all reports to that effect. 


Bases of Application 

The third step in the analysis of distribution costs by manner of 
application is to select suitable bases for the apportionment of the 
semidirect and indirect costs. The cost of special salesmen, in a 
territorial analysis for example, who travel over many territories, 
may be apportioned on the basis of time spent in each territory. 
If the determination of such time factors is not readily obtainable, 
other bases for apportionment can be used, such as number of 
calls by special salesmen in each territory, number of customers, 
etc. Such semidirect costs often can be apportioned on a number 
of more or less suitable bases. 

The problem of the selection of suitable bases for the allocation 
of indirect costs is one not too easily resolved. A satisfactory 
basis for allocation of general sales executives’ salaries, for in- 
stance, is the time and effort spent for the benefit of each territory 
or other basis of analysis. This is generally not possible of deter- 
mination and consequently some arbitrary basis must be employed. 
Sometimes a reasonable estimate can be made of the time and 
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effort employed by the general sales executives but most frequently 
such arbitrary bases as number of customers in each territory, 
number of salesmen, number of orders, gross profit, sales, etc., 
must be used. Thus, in one way or another, it is possible to charge 
direct costs directly to the individual territory (or other manner 
of application) and apply the bases selected for the distribution 
of the semidirect and indirect costs. 


- Reports to Management 


The next step is to complete the analysis for management inter- 
pretation and use. This final step may be outlined as follows: 


1. Determine the gross profit by territories (or other manner 
of application). 

2. Accumulate the direct territorial (or other type) costs 
and deduct from gross profit to arrive at the profit after 
direct costs. 

3. Distribute the semidirect costs to each territory (or other 
manner of application) and deduct the total semidirect - 
costs to arrive at the profit after semidirect costs. 

4. Allocate the indirect costs to each territory (or other 
basis) and deduct the total for each to arrive at the final 
territorial (or other basis) profit. 

5. Make such subanalysis of the results of individual terri- 
tories (or other bases) as may be considered useful and 
practicable. 

6. Make comparisons with standards and budgets. 

7. Make interpretations as to causes of, and responsibility 
for, variances. 

8. Issue reports, in suitable form, for executive use as a basis 
for future planning, direction, and control of distribution 
effort. 


Conclusion 

In this brief review of the fundamental methods of analyzing 
distribution costs, I have been able only to touch on the subject. 
Much consideration could be given to the reasons why distribu- 
tion cost analysis is so necessary, such as the social and economic 
factors, the determination of intelligent sales policies, the control 
of distribution costs for greater profitability or efficiency, the re- 
quirements of governmental laws, such as the Robinson-Patman 
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Act, and other reasons which today call so acutely for the develop- 
ment of distribution cost analysis. 

Problems involved in distribution cost analysis are many. The 
limitations of conventional accounting methods, the heterogeneous 
nature of many distribution expenses, the difficulties in the meas- 
urement of costs in functional units, the very practical problem 
of the determination of distribution cost standards, and the prac- 
tical limitations of distribution cost analysis, all make the road 
to adequate costing of the function of distribution difficult and 
require special considerations in its application. 

Little has been said here of the use of distribution cost standards 
and budgets, yet that aspect of the field of cost accounting for dis- 
tribution is probably the most important and fruitful. It is, how- 
ever, relatively difficult and in individual instances impracticable. 

Another aspect of distribution cost accounting which has not 
been touched upon is that approach to the problem through dif- 
ferential costing. Certainly there is reason to believe that differen- 
tial costs are even more significant in the analysis of distribution 
costs than in production costs. 

And, finally, the matter of accounting for distribution costs. 
Shall cost accounting for distribution be only a matter of statistics 
or shall the accounting records reflect the analyses? Shall the 
accounting be by the actual cost method, the standard cost method, 
or the joint method employing both? Where and when is each 
the most suitable or the most practicable? What of the type and 
character of distribution analysis reports, their purposes, character- 
istics, and contents? Many questions remain unanswered in this 
brief paper and each is deserving of more than passing attention. 
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POINTS OF VIEW 


Accounting for money has been going on for generations but . . . 
economic and social developments and competition are making it 
necessary to keep . . . records which accurately reflect physical 
activity. (Horace Goodenough, Newark) 

x* * * * * * 

We tend to build . . . our systems around equipment with which 
we are most familiar ... Each type of equipment has its’ own 
limitations. . . , Cost accountants are not familiar enough with all. 
(Gordon P. Nelson, Muskegon) 

i ee Se oe ae 
_ The owner of the plant rejected the usual profit and loss state- 
ment . . . and also refused a balance sheet, stating he knew most 
of the figures by heart . . . and asked for a statement showing 
variances only. (D. H. Stanley, Dallas 

* * * * * * 

It has been my thought that many of us are trying—in vain—to 
find a cost figure which can be used for all purposes. (A. G. 
Harder, Cleveland) 


* * * * *& * 


Would it be possible to present a set of figures that has the 
fluctuating element in dollar value removed entirely and a “steady 
value” substituted? (D. W. Moeller, Greenwich) 

* 


** * * * 

It appears more satisfactory to segregate all expense into only 
two components, “fixed” and “variable.” The terms “fixed,” 
“quasi-fixed,” “semivariable,” “variable,” etc., are often mislead- 
ing. (E. V. Hopton, Lancaster) 

x* * *£* * * * 

The cost accountant should re-educate himself by getting away 
from his desk and into the plant—often. (G. E. Gode, Greenwich) 
** * * * 

During the years of the war there may have been a gradual but 
definite tendency to drift away from the expensive lessons in 
economy which the cost accountant had learned. (A. L. Hutchison, 
Pittsburgh) ** * * * *& 


Systems do not work; they have to be worked. (J. O. Roller, 
Chicago) ** * *& * * 

It has been my experience that the best method is to use past 
performance as a guide only, and that no budget should ever be 
attempted without a thorough understanding of the company’s 
prospects and plans for the coming period. (J. W. Doddh, Los 
Angeles) ** * * & * 

We have been miseducated to a false sense of the necessity of 
many detailed accounting functions and records. (H. W. Tucker, 
Hartford) 











DOES YOUR ACCOUNTING MAKE CENTS? 


by RAYMOND J. BARBER, JR., 
Assistant to the Controller, 
Goodall-Sanford, Inc., Sanford, Maine 


For a long time there has been a trend toward expressing finan- 

cial reports to the nearest dollar,—in fact some are expressed 
to the nearest thousand dollars. About three years ago, the New 
Yorker magazine jibed at penny-wise bank accountants : 

“A fundamental sickness in banks is that a bank’s total resources 
are always the same as its total liabilities. To a penny. If we were a 
bank executive, this condition would be extremely disturbing to 
us, and we are of the opinion that actually it is disturbing to bank 
people, even though they pretend they understand it. Seeing two 
columns of figures that come out to a penny every month is enough 
to drive anybody nuts. We have just been studying the Guaranty 
Trust’s most recent statement and it is the same old dreary story— 
the total resources are a big number with nine cents on the end 
of it, the total liabilities are the same big number with nine cents 
on the end of it. Marvellous equilibrium, but a little fishy. There 
must be months when a bank weaves about a bit, just like anybody 
else, even if it’s only from something it ate. We've occasionally 
noticed a hunted look come into the eyes of bankers, and we believe 
we know the reason. 

“Our wife thinks it’s shocking that banks don’t have at least 
twice as many resources as liabilities. In her opinion, a bank that 
hasn’t got a penny left over is skating on very thin ice.”* 

Although the moral, if any, was pointed at the habit of listing 
net worth among the liabilities in a balance sheet, it ridicules the 
showing of pennies in a statement totaling hundreds of millions 
of dollars. 


Are We Picayune? 

Accounting is the only profession in which a millionth of a part 
receives just as meticulous attention as the part itself. We draw 
on the midnight oil just as long to find a three-cent mechanical 
error as we do for a three hundred thousand dollar one. When 
a layman asks why that should be, we give him a pat on the head 
and explain, (more to ourselves than to him, perhaps), that we’ve 


* Permission the New Yorker, Copyright 1943, The F-R. Publishing Corp. 
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seen cases in which the three-cent error was just an innocent- 
looking facade behind which lurked two huge, almost-compensating 
errors. If he goes on to ask what about cases of exactly com- 
pensating errors, we again smile indulgently ; but this time we say 
nothing. 

Accounting, to repeat, is the only profession so attentive to 
infinitessima. The lawyer and the clergyman are perhaps not com- 
parable to the’ accountant in this respect because they are less 
concerned with quantities. The doctor and the engineer, however, 
are so concerned. They both have deep respect for the tiny milli- 
gram where the occasion warrants it, but what engineer mentions 
milligrams in the same breath with metric tons? 

It has been said that the human mind simply can’t appreciate 
the existence of a difference between two magnitudes, when one 
of them is only a thousandth part different from the other. This 
doesn’t mean that it can’t discern which one is bigger, but it does 
mean that when considering them individually it can’t comprehend 
the fact of inequality in so small a degree. 

If this be true—and I know of at least one case in which it is— 
then the expression of any part of a whole, to a degree of refine- 
ment further than one thousandth of the whole, is. lost motion. 
In other words, in a balance sheet reporting $1,000,000 of total 
assets, the component items could all be expressed to the nearest 
$1,000 without in any way impairing its effectiveness as a tool of 
management. 

To the born bookkeeper—and in smug moments your writer 
likes to think of himself as such—there’s a certain mechanical 
satisfaction in seeing two or more series of numbers tie in, right to 
a penny. But like many another indulgence or hobby, it shouldn’t 
be allowed to interfere with our work. In fer too many cases it 
does just that, frequently to our professional discredit. 

In the interests of simplifying our techniques of bookkeeping 
and reporting, it is suggested that careful consideration be given 
to the advantages of converting large blocks of our work from 
a nearest-cent to a nearest-dollar basis. 


Advantages 

The advantages are of two general types, both stemming from 
the fact of simplification. First, there would be time saved in the 
handling of the figures; and secondly, there would be a readier 
grasp afforded to all persons concerned with them. There are 
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fewer digits to deal with in all the analytical and reportive opera- 
tions which follow in rapid succession -_ me heels of the first 
recording of any transaction. 

This means simpler posting. There’s not much saving in time 
here, as far as the actual booking is concerned, but the incidence 
of errors would be greatly reduced by the omission of two digits 
from every entry. Interposition of digits, for example, would 
occur far less frequently ; repetition of the wrong figure in a num- 
ber involving a repeated digit, e.g., 342.25 vs. 344.25, would happen 
less often if there were two fewer digits to copy. Those few post- 
ing errors which would still creep in, could be dealt with much 
more rapidly because the check-back would be so much easier. 

It means simpler adding, subtracting, prorating, and all the 
other arithmetical operations performed by the accounting depart- 
ment in working up its various reports—all the way from the 
grouping and regrouping of sales and cost of sales data in a com- 
plex sales analysis, right down to the simple, orthodox task of 
taking off a trial balance. 

Assuming, for example, that most of the individual sales of a 
certain company are under $1,000, there is a mechanical saving 
of forty per cent in the number of times the keys of a machine 
must be struck in dealing with a sale when it is expressed to the 
nearest dollar—there are three digits instead of five with which 
the operator must cope. In addition to that forty per cent saving, 
there is the less measurable but very real saving in fatigue when 
he deals with short numbers as compared with long ones. And let 
us bear in mind that when we drop these last two digits of the 
five involved in this example, we are forfeiting only one-twentieth 
of one per cent of exactitude, (I prefer not to say “accuracy”), on 
the average.* 

Mathematical Difficulties 

At this point, some mathematically-minded readers will observe 
that the percentage error in the difference between two numbers 
in each of which a small error exists, may be considerable. And 
they are right, of course. For example, if a sale at $624.70 carries 
a “cost” of $519.38, the gross margin is $105.32. If these figures 
are rounded, they become $625, $519, and $106; this means that, 
whereas the errors in sales and “cost” are only .o48 per cent and 


*The a rounding error is 25 cents. On an average sale of $500, 
this would DS per cant 
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.073 per cent respectively, the error in the gross margin is .646 
” per cent. 

However, it should be borne in mind that this is only one sale 
and that with many sales, the law of averages will tend to bring 
the relative error, even in the gross margin, down to a probable- 
error level comfortably under 0.1 per cent, depending upon how 
many sales are involved and the amount of the average margin. 
The statistician could provide an accurate actuarial answer to this 
question in any particular case. 

Unit prices and rates must, of course, be carried to just as 
much refinement as ever. They may be likened to miniature photo- 
graphs which, if we intend to enlarge them to bill-board size, must 
themselves be accurate in minute detail. A two per cent error in 
stating a unit rate, even though that two per cent may represent 
only a tiny fraction of a mil per unit, will still be a two per cent 
error when that unit rate is multiplied by a quantity so large that 
the two per cent would be inadmissible. The writer is not arguing 
that unit prices be rounded enough to affect, when multiplied by 
the number of units to which it applies, the nearest-dollar expres- 
sion of the product.* 


Basic Data 

The first protest to arise against this idea—and it is by no means 
a new idea—is to the effect that the balance sheet cannot report 
an item to the nearest round figure if the underlying accumulative 
data are not expressed exactly, leaving the rounding operation until 
the very last. This is entirely true, but the word “exactly” is a rela- 
tive one. It is entirely possible that the number and fractional char- 
acteristics of the accumulative data are such that adequate exacti- 
tude is provided by expressing each of them to the nearest dollar. 

Of the two determinants mentioned—the number of items, and 
their fractional characteristics—the latter is by, far the more im- 
portant. For example, consider a barber shop in which 
go per cent of the sales items are haircuts priced at 75 cents; 
it would be idle to record each sale to the nearest dollar and expect 


* The mathematician will tell us that to maintain a consistent program of 
accuracy, the number of significant figures in a computation need be only 
one greater than the number of significant digits required in the answer. In 
counting the number of significant digits, one starts with the furthest one 
to the left, ve pny zeros in the case of a magnitude smaller 
than unity), and counts until he comes to the last digit which has signifi- 
= in expressing the full measure of real accuracy which is present in 

case. 
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that the day’s total thus accumulated would be a good approxima- 
tion of the truth. 

If, however, the dispersion of the individual sale amounts were 
reasonably well centered on the 50 cents mean, the recording of 
sales to the nearest dollar would be statistically valid, but even 
then the total probably should not be positively relied upon to yield 
a day’s total within $3 of the nearest-cent figure, depending upon 
the number of sales. The interesting thing, however, is that this 
$3 error would not be expected to increase appreciably in a month’s 
or year’s time, and would therefore decrease greatly percentage- 
wise,* not because of the passage of time but because of the in- 
creasing number of items participating in the totals. Furthermore, 
and this is important, as the amount of the average individual sale 
increases, the percentage effect of the “rounding error” diminishes 
proportionally. It will be seen, therefore, that (1) the larger the 
individual sale and the greater the number of sales, the less the 
percentage of rounding error ; and, (2) on the other hand, the less 
even the dispersion of the fractional dollar portion of each sale 
about the 50 cents mean, the more rapid the accumulation of 
noncompensating errors. 


Bookkeeping Difficulties 

A second protest will be that the books of account being, among 
other things, a record of transactions with outsiders, the -books 
must be kept to the nearest cent. At least one side of almost every 
entry has to do with financial relationships with outsiders, and the 
two sides of a double entry must balance to a penny. So, it will 
be argued, with only a few accruing and adjusting entries left to 
which to apply this nearest dollar treatment, why bother with it 
at all? 

But it need not be so by any means. As soon as we catidevise 
a means of absorbing the odd pennies by which, for example, the 
nearest-cent figure for accounts receivable will differ from the 
nearest-dollar figure for sales, we shall have opened the way to a 
simplification of all subsequent operations upon the internal, or 
sales, phase of the entry—and incidentally, these analytical opera- 
tions are usually far more extensive than any performed on the 
external, or accounts receivable, phase. Moreover, both sides of 





* The statistician’s tools of “normal distribution” and “probable error” 
point. 
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the companion entry charging cost of goods sold and crediting 
inventory can be expressed to the nearest dollar. 

So, in the case of booking a sale, only one out of the four cus- 
tomary accounts need be carried to the nearest cent, and if we can 
cope with that minor: unbalance, a great saving in subsequent 
handling of the items will result. 

A third protest might come from those who wonder about the 
effect of this “inexactness” upon income tax returns. It is felt 
that the method suggested later in this article would satisfy the 
most exacting of the Commissioner’s field agents, even without 
preliminary clearance. 


Suggested Procedure 


To reconcile the conflict between the need to record cash and 
external debt to the nearest cent, and the desire to drop pennies 
from all other accounts, a “Rounding Adjustment” account is 
proposed. In the chart of accounts, it would be among the nominal 
accounts, probably adjacent to a sundry expense account into 
whose balance it could be merged. 

In each of the specialized journals having to do with cash, 
receivables, or payables, a column would be provided for accumu- 
lating the monthly entry in this account. When a $113.82 check is 
drawn for telephone expense, for example, the entry would be: 


Telephone expense $114 
Bank $113.82 
R. A. Account .18 


Both zeros would be omitted when recording the expense. This 
is important because it is the first step in the series of economies 
we seek to achieve. 

In booking a $734.41 sale costing $607.20, the entry would be: 


Account Receivable $734.41 
R. A. Account $° .4!1 
Sales 734 

Cost of Sales 607 

Inventory 607 


Thus three of the four entries normally involving cents will not 
deal with them at all. And it might bear repeating that the abbre- 
viated entries for sales and cost of sales are the ones which are 
usually the subject of the furthest analysis. In other words, 
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work is being saved in an area where it really counts. In a month’s 
time the net total of the rounding adjustment column in any of 
these special journals should be practically zero, especially when 
compared to the total amount traversing the book. And as pointed 
out earlier in this article, the relative size of the balance in the 
rounding adjustment account will tend to diminish even further 
when entries from all journals are posted. 


Handling Adjusting Entries 

In booking accruals and expirations, it could be planned in such 
a way that at least 90 per cent of them would be expressed to the 
nearest dollar as to both the debit and the credit, making it unneces- 
sary to resort to the rounding adjustment account except at the 
beginning or end. For instance, when an insurance policy is pur- 
chased, it could be entered as a deferred asset at the nearest-dollar 
figure, letting the expiratiton schedule be arranged so that the 
periodic expirations will be in round dollar amounts, though not 
necessarily equal. 

The sate principle could be applied, with even more justifica- 
tion, to the depreciation of fixed assets. When purchased, they 
would be filtered through the rounding adjustment account and 
entered at their nearest-dollar figure. In case of a fixed assct, the 
amortization rate is usually determined in contemplation of some 
value remaining at the end of the estimated life. The presence of 
two highly uncertain factors—length of life and residual value— 
in the computation of the rate makes the figure very inexact ; it is 
idle to ascribe nearest-cent accuracy to it in any event. This is 
why it was stated that the nearest-dollar principle is applicable 
with especial justification in the case of depreciation. 

The exhaustion of supplies inventories should probably be accu- 
mulated on a nearest-cent basis because of the smallness of so 
many of the individual requisitions, but the monthly totals thus 
precisely accumulated might very properly be expensed, and in- 
ventory relieved, at the nearest-dollar amount. 


Cost Accounting 

The above examples are cited to show the workability of the 
principle of nearest-dollar bookkeeping as it touches accounts other 
than cash, receivables, or payables. Entries in the field of cost 
accounting come in this category almost entirely. No-one is better 
aware than the cost accountant himself of the limitations of accu- 
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racy in the figures with which he deals. He will be the first to ac- 
knowledge inexactness in his work; and yet in most cases he pre- 
fers not to leave pennies off his answers. This is probably due to 
a sense of uneasiness lest the omission of this final concession to 
exactitude might by some obscure chain reaction cause him future 
trouble or embarrassment. 

It should be repeated that the writer is not contending that unit 
cocts should be improperly restricted in the refinement of their ex- 
pression. Generally, the extent of this refinement should be suf- 
ficient to provide a reliable nearest-dollar product when multiplied 
by a typical physical quantity with which it is generally associated.* 

We are reminded of the boy who, when asked the length of a 
hoop, measured its diameter with a yardstick to the nearest eighth 
of an inch and then multiplied by 3.1416 which gave him an answer 
expressed with seven digits after the decimal point. With the 
length of the hoop expressed to the nearest ten-millionth of an inch, 
did he really have accuracy exceeding the nearest eighth of an inch? 
Actually, he was warranted in stating its length only’ to the nearest 
quarter-inch because of the coarsening effect of multiplication by 
the above mathematical constant. 

As practising cost accountants we should remain aware of this 
mathematical reality whenever we are dealing with either unit rates 
or their extended products. As to the latter, there will be very few 
cases indeed when the nearest dollar will fail to express the full 
measure of accuracy present. 

Entries transferring inventories from stage to stage, entries re- 
cording standard labor for a period, entries showing application of 
burden to work in process—all these and most others in the cost 
ledger may be expressed to the nearest dollar without giving the 
bookkeeper cause for the slightest misgiving. 

In cases of complete tie-in by means of mutual controlling ac- 
counts between the general ledger and the cost ledgers, there is no 
reason why the cost ledger cannot have a rounding adjustment ac- 
count of its own through which it could pass all such rough-edged 
entries, even if the general ledger is putting nearest-cent charges 
into its costs ledger controlling account. In this way the controlling 
account in the cost ledger could be kept in nearest-cent agreement 
with its counterpart in the general ledger, at the same time freeing 
the other cost ledger accounts of the need to carry pennies. 


* See footnote p. 28. 
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Departmental and Budgetary Accounting 

In converse of a principle stated earlier in this article, the smaller 
a number is, the greater is the percentage error inflicted by a given 
deviation. When a certain expense must be spread over a number 
of departments, (or jobs, or any other kind of subdivisions), the 
amount falling upon any one department may become so small that 
rounding it would cause too serious a distortion. There can be no 
general rule laid down for cases of this sort. They constitute an 
area of discretion, in which the decision must be made by the ac- 
countant as to the degree of exactitude he should have. Precaution- 
ary advice, however, should probably be in the direction of encour- 
aging him to shake off excessive refinement, lest his orthodox train- 
ing keep him too apprehensive and thus keep him mired down in 
unnecessary detail. 

In departmental accounting, the rounding adjustment account 
should be active in only one department, preferably the “Company 
General” or “Unassigned” department, in which nonoperating 
items such as interest expense are frequently put. The balance in 
the rounding adjustment account always tends to be zero, and so 
should never be made the subject of any budgetary provision. This 
would hold true whether the account is in the general ledger only, 
the cost ledgers only, or in both. 


Rounding the Even Half Dollar 


In some businesses the even half dollar may appear a large num- 
ber of times ; if the half is either always “given” or always “taken,” 
there will be an accumulating distortive effect upon the totals so 
that the adjustments can not be relied upon to wash out. In such 
cases, it is suggested that the clerks be instructed to follow a rather 
common statistical technique of always rounding to the adjacent 
even dollar, never to the adjacent odd one. Thus, if the exact fig- 
ure were $517.50, it would be called $518 rather than $517; and if 
the exact figure were $74.50 it would be called $74 rather than $75. 
This is on the sound average assumption that in the long run, one 
will encounter just as many even dollars followed by exactly 50 
cents as he will odd numbers so followed. Thus, if he rounds each 
of the former cases downward, and each of the latter upward, he 
will have achieved complete compensation of his rounding adjust- 
ments. 

It should be noted that this principle of rounding to the adjacent 
even dollar rather than the adjacent odd one, applies only to num- 
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bers which, before rounding, end in an even half dollar. In all 
other cases, there is no choice; they should be rounded to their 
nearest whole-number amount. For example, $71.49 becomes $71 
and $68.51 becomes $609. 


Mechanical Rounding 


Some key-driven calculators are equipped with a so-called “near- 
est dollar” key which is simply the 50 cent key dressed up. The 
theory is that when a computation has been performed to the 
nearest cent, and it ends in 50 cents to 99 cents inclusive, the de- 
pression of the 50 cent key will cause the whole answer to advance 
to the next highest dollar and to end in 00 to 49 cents, respectively. 
Now if the cents are ignored completely, or blinded out as is fre- 
quently done, the dollar reading of the machine will be a nearest- 
dollar representation of the original computation. If the first com- 
putation had ended in 00 to 49 cents inclusive, the subsequent 
depression of the 50 cent key would not advance the answer in the 
dollar position; so again, the dollar reading will be the correct 
nearest-dollar representation of the original computation. 

This is a clever device and can be applied to any machine, key- 
driven or otherwise ; but it should be remembered that this method, 
in the case of even half dollars, always goes up and never down in 
the rounding. Thus, if the figures to be rounded contain a larger 
than random number of items ending in exactly 50 cents, the ma- 
chine method will accumulate a certain amount of error, depending 
upon the frequency of occurrence of such half-dollar items. 


Conclusion 


We are already confronted with a healthy postwar resurgence of 
competition, both direct and indirect. As accountants, we may 
soon be asked to pare the costs of running our department, or to 
provide an increased number of managerial control reports with no 
increase in our staff, or both. In any event, it behooves us to can- 
vass all the means at our disposal of doing the necessary things 
faster, and of trimming out the things that are unnecessary. It is 
hoped that some of the suggestions in this article may start a chain 
of thinking which will result in a measure of increased efficiency 
in accounting. 
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